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MEMORANDUM February 14, 2011
To: Honorable Candice S. Miller
Attention: Kyle T. Burleson
From: Rawle O. King, Analyst in Financial Economics and Risk Assessment, 7-5975
Subject: Analysis of Flood Insurance Premiums Written Versus Claims for Michigan, Florida,

and Louisiana Under the National Flood Insurance Program: 1978-2010

This memorandum responds to your request for an analysis of flood insurance premiums and claims for
Michigan, Florida, and Louisiana under the National Flood Insurance Program (NFIP). Based on data
provided by the Federal Emergency Management Agency, CRS calculated premium-to-claims ratios for
Michigan, Florida, and Louisiana. The ratio shows the relationship between premiums and claims: a ratio
of more than 1 indicates more premiums were collected than claims paid in a given year; a ratio of less
than 1 indicates that claims exceeded premiums.

Data

Table 1 shows NFIP premium and claims data and computes premiums-to-claims ratios for these three
states. According to FEMA, NFIP policyholders in Michigan paid $284.4 million in premiums and
received $45.0 million in claims over the period from 1978 through 2010. In other words, Michigan
policyholders paid 6.32 times the dollars in premiums into the NFIP than they collected in claims over
this period. Florida policyholders paid $14.1 billion in premiums and received $3.3 billion or 3.9 times
more in premiums than they received in claims. Louisiana policyholders paid $3.9 billion in premiums
and received $16.0 billion in claims over the same period. These numbers have not been adjusted for
inflation. Lack of an adjustment has little effect on within year comparisons, but may make a difference
In some comparisons or aggregations over several years.

The data from Table 1 are presented as line charts in Figures 1 through 5. Please note the differences in
the scales of the x-axis. Figure 1 shows the premium versus claims for Michigan. Figure 2 shows the
premium versus claims for Florida. Figures 3 and 4 show the premiums versus claims for Louisiana;
however, Figure 4 excludes 2005, as the outlier year, to better illustrate the changes that occurred in
Louisiana over the period from 1978 through 2010. Figure 5 shows the premium-to-claims ratios for
Michigan, Florida and Louisiana.

Analysis

Several interrelated points can be made.
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First, although Figure 5 shows the premium-to-claims ratios were greatest for Michigan, both Florida and
Louisiana paid much more than Michigan in premiums into the NFIP from 1978 to 2010. Michigan paid
$284.4 million in premiums versus $14.1 billion for Florida and $3.9 billion for Louisiana. The ratio only
shows premiums relative to claims in a state over a particular time period.

Second, Congress did not set up the NFIP solely on principles of actuarial soundness. FEMA has a
pricing policy or goal of collecting sufficient revenue each year to at least meet the expected losses of an
average historical loss year based on experience under the program since 1978. Operationally, the agency
determines the revenue needed to meet an historical average loss year based on its current number of
policies in force and its expected loss and underwriting/administrative expenses. This rate setting process
has allowed for some accumulation of reserves during years when the NFIP experiences losses lower than
in an average historical loss year. Although the NFIP has been able to cover losses through the premiums
charged to all policyholders, total income generated from insurance premiums and investments has at
times been insufficient to pay claims in heavier loss years. At these times, the program has had to borrow
from the U.S. Treasury to cover losses and other expenses in the short term.

Third, the NFIP does not underwrite specific risks in its policy portfolio and, therefore, the overall
premiums charged under the program are not risk based.! All properties with the same set of
characteristics that fall within the same risk categories and flood risk zones pay the same premium rate
wherever the property is located in the United States. In addition, prior claims history does not affect
premium rates. In other words, the losses from a particular property does not affect the premium that is
charged on that property. Therefore, it is possible for policyholders in one part of a state to cross-
subsidize another part of the same state or even another state. In many ways, this risk diversification or
spreading is exactly how insurance works. Insurers typically collect premiums from many policyholders,
some of whom are low risk and others high risk, and pay claims for the random individuals in the risk
portfolio who suffer a financial loss during the contract term.

Therefore, given these three points that reflect the current situation in the NFIP, a state such as Michigan
could experience high premium-to-claims ratios, reflecting substantially more premiums paid into the
program that it received in claims payments.

Information contained in this memorandum may appear in other CRS products. Please contact me at the
number above or by e-mail to Rking@crs.loc.gov if I can be of further assistance.

' The NFIP has two general classes of properties and a corresponding system of pricing: those insured at full actuarial rates and
those insured at “subsidized™ rates. Congress authorized subsidized rates on buildings constructed before the effective date of a
community’s flood insurance rate map (FIRM) or before the application of the NFIP construction standards on December 31,
1974. Owners of “pre-FIRM” structures pay rates that are less than full actuarial rates and are exempt from the NFIP’s
floodplain management requirements unless the structures are either substantially improved, which triggers a requirement to
rebuild to current construction and building code standards.
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Figure I. National Flood Insurance Program Premiums Written Versus Claims for Michigan
(1978-2010)
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Source: Department of Homeland Security, Federal Emergency Management Agency, Office of External Affairs, Legislative
Affairs Division.
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Figure 2. National Flood Insurance Program Premiums Written Versus Claims for Florida
(1978-2010)
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Source: Department of Homeland Security, Federal Emergency Management Agency, Office of External Affairs, Legislative
Affairs Division,
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Figure 3. National Flood Insurance Program Premiums Written Versus Claims for
Louisiana, Including 2005 Data
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Source: Department of Homeland Security, Federal Emergency Management Agency, Office of External Affairs, Legislative
Affairs Division.

Notes: Figure includes 2005 data.
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Figure 4. National Flood Insurance Program Premiums Written Versus Claims for
Louisiana, Excluding 2005 Data

(1978-2010)
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Source: Department of Homeland Security, Federal Emergency Management Agency, Office of External Affairs, Legislative
Affairs Division.

Notes: Figure excludes 2005 to better illustrate changes over the 1978-2010 period.
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Figure 5. Ratio of Premiums to Claims Under the National Flood Insurance Program for
Michigan, Florida, and Louisiana

(1978-2010)
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Source: Department of Homeland Security, Federal Emergency Management Agency, Office of External Affairs, Legislative
Affairs Division.

Notes: Figure inciudes 2005 data.




